MORITGAGE

3

9.
&

SEPTEMBER 198

=

PN S T Gl

__n.
m_n..




PHROTCK AT IEY MICHIAL L SRR T R 50

Reprinted with permission

from MORTGAGE

3-\-7. e

REAL ES

4

cal estate. for the sophiso-

Jated nvestor, 1s sull one or

the most attracuve cax shel-
cers. les avallabihiov and rax incenrives
provide :nvestors with a sound eco-
nomic approach to the sheltering of
income. [n chis sense, real estate.
when properiv leveraged and struc-
tured. serves as a viable conduit tor
present and furure cash distriburions
plus additional rax savings and resid-
ual value reversions.

Bv tar the most common form of
real estate rax shelrer is che real estate
svndication. A real estate svndication
can be generallv defined as “a
method bv which a real estate profes-
sional, commonlv rererred to as the
svandicator or sponsor, obrains inves-
tors who provide the funds required
to engage In a real estate encerprise.
A svndication can be tformed to ac-
quire, develop, manage, operate, and
marker real estate, or to perform anv
combination ot these functions.™

Real estate svndicarions can be or-
ganized or formed in a number of
wavs, not limited to co-ownership,
joine ventures, Sub S Corporartions,
and REITs. The most common form
of organization has primarilv concen-
trated on limited partnership offer-
ings as governed bv the Uniform
Limiced Partnership Act (ULPA). A
limited partnership mav reasonably
be defined as "a partnership consist-
ing of two or more persons having as
members one or more general part-
ners and one or more limiced part-
ners. The limiced partners as such are
not bound bv the obligations ot the
partnership.’™

The limited partnership s a very
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popular method of attracting invest-
ment capital for vartous kinds of
business enterprises. [t enables an in-
Jdividual investor to obtain cthe bene-
fArs of partnership rrearment includ-
ing the direct tlow of rax Jdeductions
(most signifcantly that of Jdeprecia-
non). Limited partnerships also give
the investment the limited liabilicy
that is available to stockholders of a
corporation. Ot course, the general
partners are liable without limit for
the obligations of the limited part-
nership.” This, too, 1s an advantage,
because this liabilicv (unlike the more
limiced liabilitv of corporate direc-
tors) ensures the active participation
and interest of the general partners
in managing the partnership atfairs.

The creation of a “Limited Part-
nership” has been approved as a mart-
ter of law in each of the 50 states.
From a practical viewpoine, the pro-
posed real estate venture partnership
must be submirtted to, and approved
bv, the attorney general of the state 1t
it s to be a private placement, and
bv the Securities and Exchange Com-
mission 1f it 1s to be a public offering.

The growth of the limited partner-
ship as one of the most common
forms of organizing a real estate
syndication can be atctributed o its
limited legal and economic liablity,
similar to a corporate form of orga-
nization, coupled with the individual
tax deducrions and losses chat pass
through to the limited partners. A
limited partner, theretore, enjovs lim-
ited legal and economic liabilitv (1e.,
limiced to his equity investment and
status as a limited partmer) burt also
benefits from the pass-through ot the
tax deductions generated by the svn-
dicated real estare.

Limited partnership benefits
Some of the positive benefits of a

limited partnership form of invest

ment are brietlv listed as follows:

o [t provides for partial ownership in

a major real estate entity.

o [t provides for maximum leverage

with a minimum cash contribution.

s Freedom of management.
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e Possible excess depreciation
that can be converred into rax Joilar
savings.

 Prospect of rax-free returns, prop-
erty appreciation, and capiral recov-
erv upon reversion or sale of the
property.

cnarages

Possible negative aspects

The possible negative aspects of 3
limiced partnership include:

e Limited control in the tform or
management, marketing, and carrv-
ing charges as governed bv the zen-
eral partnership agreement.

e Minority interest

 Lack of continuiry of life

¢ Legal classification

+ Restrictions against the sale of an
investor's svndicated tncerest.

The limited partner can be charac-
terized as a “passive nvestor” who
enjovs the benefits of limited legal
(“non-recourse” rule) and economic
liabilitv (subscriprion dollar cost)
wich the svndicared real estate serving
as a conduit tor annual cash discribu-
rions and additional tax deducrtions.

Assessing the offering
In analvzing a limited partnership
offering, caretul considerartion should
be aiven to the rollowing imporrant
elemencs:
l. Properrv Economics
« Locarional reatures concentrat-
ing on social and economic
growth indicators and trade vol-
ume.
e Present and torecasted income
streams.
e Cash tlow analvsis on a betore
and afrer tax basis.
» Expense analvsis (past, present,
and future projections should be
analvzed).
» Underlving and proposed mort-
gage rerms.
» Residual value porential.
continued



2. Promoter’s financial capabuilities
and capacity to properlv carrv and
manage the propertv.

3. Tax Ramifications—near and
long-term.

4. Legal soundness.

From an appraisal/consultant view-
point, the svndicated real estate
should iniciallv provide for an appro-
priate cash-on-cash return, equity
build-up (mortgage amortization),
and propertv appreciation potential.
All three of these economic criteria
should be analyzed with respect to
their near-term and long-term bene-
fits and risk elements.

Real estate shelters have reportedly
grown into a 330 billion annual in-

dustry. The recencly enacred Eco-

nomic Recovery Tax Act of [98], al-
though limiting some ot the prior
real estate rax benefits, will not dra-
mauically affect che traditional mar-
ket or investment demand tor prop-
erlv stuctured real estate investmenits.
Instead, more emphasis will be placed
on the particular economics of a real
estate syndication as opposed to its
immediate tax benefits.

This shift in importance—rtax
benefits vs. economic elements—can
be further attribured to the reduction
in the higher income brackert, thus
providing for greater profits and
higher rates of returns and the lower-
ing of the capital gains rax. The 135
vear depreciation recoverv period can
also limit some of the potental rax

losses previousiv provided bv the use
of component Jdepreciation. lc does.
however, diminish che chances or an
audit challenge bv the [R3.

'\ .jt’CIFIOﬂ [0 Invest, or not to 1n-
vest, should be primariiv based on
the investment merits of the svndi-
cated real estate as chey relate to the
individual investor. It is important to
note thar each investor has a differ-
ent set of investment criteria that
should be analvzed on a deal-bv-deal
basis. The project (investment) and
offering, as strucrured, should be
caretullv scrutinized with parucular
emphasis given to the project’s invest-
ment merits, projected rax benefits.
and likelihood of risk.
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Concept

Profit Motive

The seller's primarv objective s to
maximize profits with consideration
given to capital gain and the resuit-
Ing tax consequences. [n this respect.
the seller usuallv splic-tunds the
down pavment to defer capital gains
over a4 two to tour vear installment
period.

The basic concepr s to acquire a
propertv that contorms to the basic
investment criteria. Svndicator s a
tuduciarv and, in chis respect, s re-
sponsible for project inancing, man-
agement, corrective maintenance, etc.

The limited partnership’s primarv in-
vestment motive is partial ownership
in primary real esrate with limited
risk, management, and liability. The
limited partnership buv-in is usually
based on a deferred capital install-
ment plan over four to six vears. As
a result, the property is generally
structured based on maximizing le-
verage and rax shelrer benefits with a
limited burden of management and
risk to the limited partnership.

SELLER/DEVELOPER

SYNDICATOR

LIMITED PARTNERSHIP

To maximize return based on entre-
preneurial pront and acrual cost anai-
vsis. If 1t 1s a used propertv. rax shei-

mav affect the potenual sheltering or
earnings.

Partial membership and managemen:
of the propertv acquired. Usuallv re-
tains wrap or purchase mortgage posi-
ton at a higher interest rate than the
underlving financing. Shares 1n rax
write-offs and furure income projec-
rions based on individual offering
representations. Additionallv, passes
through the majoricy of costs. boch
hard and soft. associated with the ac-
quisition of the project to the limited
partnership over a Jdeferred capiral
contribution period.

[minal mouves are the sheltering or
earnings through morrgage incerest
deductions and depreciation of the
improvements. [he second profit
motive would be equitv growrch
through cash-on-cash returns and
debt reductions (underlving and
wrap pavments). An increased poten-
nial for addinonal earnings based on
increased rentals resulting from lease
renewals at “then” higher rental rares
and/or average income clauses 1t ap-
plicable 1s another salient consider-
ation. The final profit mouve would
be the residual value potental upon
financing and/or sale of the svndi-
cated propertv.




For example. the projected rax
benefits mav prove oo niskv unless
the project has substanuial investment
merit coupled with an active, protes-
sional, management and corrective
maintenance program. Overall, the
real estate svndication can be ana-
lvzed as a three tier market—Seller/
Developer, Svndicator/ Sponsor, and
Limited Partner—wich each level, or
tier of investment requiring an indi-
vidual. analvucal approach.

Three tier concept

The analvsis of a real estate svn-
dication can be analvzed based on
the three nier concepr of valuartion as
tollows:
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o The first tier ot value represents the
value relationship berween the seller:
developer and tre svndicator/spon-
sor.

o The second tier of valuation re-
flects the value associared berween
the svndicator/sponsor and the lim-
ited partnership.

o The chird rtier of valuation is the
value associared with the reversion
potential of the syndicated properry
upon resale and/or refinancing.

Each of chese tiers represents a via-
ble economic real estate enticy with a
variation in value associated with
each tier. The graphic analvsis on
this page gives further derails on the
three tier concepr ot valuartion. O

'The Arnold Encvclopedia ot Real Es-
tate, copynght 1978 by Warren, Gorham &
Lamont, Inc., Boston, Massachuserts.
‘UNIFORM LUMITED PARTNERSHIP
ACT (heremafter cued as LLPA ) Section [.
However, under Section 17, thev are lable to
the extent of thewr unpaud concnbuaons.
‘ULPA Section 9. Note that vanous junsdic-
tions hate adopted versions of Section 9 which
are shightly different from those of the L'LP 4.
The folloung are some of the significant
changes. Some states permu termination of li-
ability of a general partner upan his removal
or fallure of re-electon. California, Deenng
Cal. Corporanons Code, Section 13509(2 7
(Bancroft-Whirnex [962), as amended (Supp.
1978); Nevada, 4 Nev. Stat. Secnion 38.100¢ 2 ;.
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